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Real Estate Industry Developments— 2000/01
Industry and Economic Developments
General Industry Trends and Conditions
What are the overall conditions and recent trends in the real estate 
industry?
The prevailing mood among real estate analysts and professionals 
is one o f cautious, continued optimism. After several years o f ris­
ing valuations for most real estate assets, the consensus is that 
many markets have now reached their peak. The remaining ques­
tion seems to be, what’s next? Are we destined for a quick drop 
into the next market cycle? Or, are we in for a long, stable plateau 
in which market fundamentals remain in equilibrium?
No one is expecting a precipitous drop in the real estate market. 
The last significant run-up in real estate values, in the 1980s, was 
quickly followed by the deep recession of the early 1990s. How­
ever, as analysts are quick to point out, conditions today are not 
the same as they were in the 1980s. The current strength of the 
real estate market shows none of the fundamental supply and de­
mand weaknesses that typically lead to recession. For example—
• There are no significant signs of overbuilding. In the past 
few years, capital providers and developers exercised a great 
deal o f restraint in new development.
• Generally high occupancy rates continue to be the norm.
• Industry surveys indicate a relatively liquid real estate 
market characterized by short marketing periods.
The strong U.S. economy continues to be the main force behind 
the overall strength o f the real estate industry and a source o f op­
timism for the future. Even though the growth of the U.S. econ­
omy has slowed somewhat, key performance statistics continue to 
be impressive:
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• Estimated gross domestic product for the U.S. continues 
to grow at an estimated annual rate in excess o f 4 percent.
• Consumer confidence and personal consumption levels re­
main at historic levels.
• Unemployment and inflation are at their lowest levels in 
decades.
The only negative economic news is that interest rates have risen 
during the past year, and there are signs that these higher rates are 
beginning to have a slight negative impact on real estate markets.
In general, capital for the real estate industry is neither excessive 
nor in short supply. Many analysts take this as an indication that 
public capital market financing has helped discipline an industry 
that, in the past, was known for periods o f overexuberance, in 
which the surplus o f capital resulted in significant overbuilding.
In general, then, the supply and demand fundamentals, both for 
property and capital, seem to be in balance. Many markets are 
probably at an inflection point, where values have risen as high 
as they can go. Now, too, after a plateau of unknown duration, 
these markets will begin to move in the opposite direction. No 
one is sure how long this stability will endure or what event or 
chain o f events will push the various markets into the next cycle.
In last year’s Alert, we indicated that the traditional industry 
barometers o f supply and demand could no longer be solely re­
lied on to analyze the industry. The capital crunch o f 1998 
demonstrated that industry health is now inextricably linked to 
the global capital markets. Many experts believe that the most se­
rious threats to the existing market equilibrium lie outside the in­
dustry itself.
How have the industry trends identified in last year’s risk alert 
continued to affect the real estate industry? Last year, we identi­
fied several nascent trends in the real estate industry, discussed in 
the following sections.
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Globalization
Many real estate entities and investors are quickly becoming in­
ternational companies. Numerous opportunities for global ex­
pansion exist outside the United States, particularly in Europe 
and Asia. However, U.S. companies that expand overseas must be 
savvy about local conditions and carefully assess the risks o f doing 
business in an unfamiliar environment.
Larger Real Estate Companies
Traditionally, the real estate industry has been fragmented into a 
large number o f privately owned small enterprises. Primarily 
through merger and acquisition, larger real estate companies are 
beginning to emerge. Larger companies have different operating 
characteristics than smaller companies. For example, larger real 
estate companies may have more comprehensive internal controls 
(including internal audit departments) and sophisticated com­
puter applications to help them manage their real estate assets.
Technology
The real estate industry has a reputation for being slow to adopt 
emerging technologies. However, the recent advances in technol­
ogy have been so dramatic that even the most technology-chal­
lenged in the industry cannot ignore them.
The impact of technology on the real estate industry has been at 
the forefront of many recent industry reports. In general, technol­
ogy may affect real estate companies in two fundamental ways.
1. Operational efficiencies. Leading real estate companies have 
learned to use technology in ways that provide them with a 
competitive advantage, for example, as a means to—
— Integrate and analyze large volumes of data.
— Market properties worldwide over the Internet.
— Automate due diligence, including lease analysis.
— Provide cash-flow analysis and investment modeling.
— Streamline back-office operations such as procurement, 
property management, accounting and finance.
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2. Driver o f demand. The information technology revolution 
has also had an effect on the demand for real estate. For ex­
ample, the rise o f dot-com companies in some geographic 
areas has increased the demand for office space in those 
markets. The emergence of telecommuting, made possible 
by technological advances, has altered the demand for of­
fice space and changed the way in which space is used.
E-commerce and the purchase o f goods over the Internet 
have affected the demand for certain property types, 
though perhaps not to the degree originally imagined. Sev­
eral years ago, when shopping online first became popular, 
some analysts predicted the end o f traditional “brick and 
mortar” shopping venues. However, news of the shopping 
mail’s death proved to be greatly exaggerated. Although 
electronic retailing (e-tailing) has increased greatly over the 
past few years, it still accounts for only 7 percent of total 
purchases, and its effect on the demand for retail space has 
been negligible.
One area where the effects o f online retailing have been felt 
is in the demand for warehouse space. Major online retail­
ers, such as amazon.com, need greater amounts o f space to 
accommodate their ever-increasing inventory. If more of 
these types o f retailers continue to be successful, the de­
mand for warehouse space will only intensify.
What new trends for 2000 are affecting the real estate industry? 
The changing demographics o f the U.S. population are not a new 
development— they have been happening inexorably for years. 
However, the aging o f the baby boomers is a trend worth high­
lighting in the current year. Two of the more significant demo­
graphic changes that may affect real estate needs are—
1. Significant increases in the fiift y-five-to-sixty-four age group. 
People in this age group are considered to be in their “ac­
tive leisure” years. Recreation, resort, and entertainment 
venues that cater to this group are expected to be in high 
demand. Analysts also predict that the buying patterns of 
this age group will have a significant impact on retailing.
10
2. Decreases in the number o f people twenty-five to fourty-four 
years old. People in this age group are in their primary 
working years. The large decrease in the number of people 
in this category will result in chronic shortages of workers 
in the coming decades. Many of the most prevalent real es­
tate developmental strategies and trends were defined dur­
ing times when workers were plentiful and employee 
retention was not nearly the problem it is today. To com­
pete effectively in the hiring and retention of workers, em­
ployers will focus on ways to provide their employees with 
benefits that go beyond wages. Going forward, employers 
will need to address lifestyle concerns, such as childcare and 
flexible work arrangements. These changes are likely to have 
an impact on the design and development of real estate, 
though no one is predicting just what that impact will be.
Executive Summary-General Industry Trends and Conditions
• Fueled by the strong U.S. economy, most real estate markets are strong.
• Overall growth in the industry is slowing, but the fundamental 
strength of most markets is expected to continue. Industry funda­
mentals remain in equilibrium, with no signs of overbuilding or in­
creasing vacancies. The most likely threat to industry stability 
probably exists outside the industry itself.
• Globalization, the slow consolidation of the industry, and informa­
tion technology continue to change the way in which the industry op­
erates. Demographic shifts are expected to affect real estate development 
in the future, though the nature of those effects remains uncertain.
Industry Segment Conditions
What is the overall condition of individual segments of the real estate 
industry?
Office Market Conditions
The office market continues to be strong and relatively stable; 
however, there are signs that the market is changing. First, the 
good news. The hottest sector of the office market segment is the
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central business districts (CBD) o f major cities. Prices for top 
downtown office buildings routinely top $200 per square foot, 
well in excess o f the average for other office properties. In some 
markets, CBD strength has even spilled over into nearby subur­
ban office markets. In most markets, vacancies remain relatively 
stable, at about 10 percent, and rental rates continue to increase 
at about 6 percent per year in CBDs and 4 percent in the subur­
ban markets.
Amidst this generally good news, signs that the office market has 
reached its peak include the following:
•  Rising cap rates.1 For the past few years, many office build­
ings had a significant number o f below market leases that 
provided significant investment opportunities. Now, “in­
come in place” for most office properties approximates 
market rates, and many analysts believe that this is the 
prime reason why average cap rates have risen over the past 
year. On average, increases have ranged from 50 to 80 basis 
points.
• Increasing construction activity. The construction o f new of­
fice properties is ahead o f current absorption. Some ana­
lysts predict that this will lead to a slight rise in vacancy 
rates in the near future.
On the financing side, real estate investment trust (REIT) in­
vestors have dominated the office market over the past few years, 
but that is changing. Institutional investors, such as pension 
funds, foreign investors, and life insurance companies, now con­
stitute a healthy segment of the investors in office buildings. An­
alysts generally view this broad capital base as a positive sign for 
the segment.
1. The market value of income-producing properties frequently is estimated using the 
income approach. Under this approach, the property's net operating income is di­
vided by the “cap rate” to determine its estimated market value. Thus, in an environ­
ment where comparable properties are “capping out” at 8.5 percent, a property that 
currently is generating $100,000 of net operating income would have an estimated 
market value of $100,000 divided by 8.5 percent, or $1,176,000. Conceptually, a 
cap rate is similar to a market rate o f return. When cap rates are declining, property 
values increase.
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Industrial Market Conditions
The industrial market sector has been strong for several years 
now, and as yet, there are no significant signs o f weakening. The 
performance of industrial properties depends to a great deal on 
the status of U.S. exports and general economic activity. In gen­
eral, the export economy and consumer spending remain strong, 
which has resulted in low vacancy rates and high rents in the in­
dustrial sector. Overbuilding does not seem to be a problem— in 
fact, construction activity for industrial properties has been on a 
slight downward trend.
As indicated earlier in this Alert, the rising electronic commerce 
(e-commerce) industry has begun to have an effect on the demand 
for industrial space. Many electronic businesses (e-businesses) 
have moved away from their original “virtual company’’ model 
that limited their activity to simply processing customer orders. 
Leading dot-coms are now assuming control of the goods shipment 
process, which requires them to find warehouse space for their in­
ventory. However, some analysts caution that no Internet com­
pany has ever operated during a recession, and it is unclear how 
many will survive during the next inevitable economic downturn.
Retail Market Conditions
Even though other real estate segments show broad strength 
across most markets, the performance o f the retail segment re­
mains spotty. Some large, high-profile retailers have declared or 
are on the verge of declaring bankruptcy. Meanwhile, other retail­
ers have done quite well.
Among investors, retail properties still seem to be in general dis­
favor. However, many analysts believe that the supply and de­
mand fundamentals o f the sector warrant more optimism. For 
example—
• Retail sales have increased over 7 percent in the past year, 
up from 6.5 percent the year before.
• Per capita disposable income continues to rise at about 2 
percent per year.
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• Retail companies’ pretax profits have doubled in the past 
four years.
As indicated earlier in this Alert, the threats to traditional retail­
ing posed by e-commerce now seem to be over-hyped. Even 
though online shopping has grown tremendously and will con­
tinue to grow, this activity has not happened entirely at the ex­
pense of traditional shopping. It appears that the retail shopping 
pie is growing, and that Internet shopping may actually translate 
into greater activity at the malls.
Residential Market Conditions
Like other market segments, residential real estate— both single- 
and multifamily— continue to perform well. The recent rise in 
interest rates has tempered somewhat the development of single­
family residences, but overall, the outlook remains positive. Mar­
ket fundamentals remain in equilibrium.
The supply and demand fundamentals for multifamily housing 
are in equilibrium. Multifamily housing starts have numbered in 
the 325,000-to-350,000 range, which is consistent with expected 
demand. Cap rates for multifamily properties are about 9 per­
cent, which is up slightly from the 8 .5 percent o f a year ago. 
Given the stable market fundamentals, some analysts attribute 
this rise in cap rates to investor nervousness and predict that rates 
will drift back down over the next few months.
REITs
What are the general conditions for REITs? How are REITs changing?
The prices for REIT shares bottomed out in late 1999 and are 
now beginning to rebound. At the time o f this writing, the 
NAREIT Equity REIT Index (an index of REITs similar to the 
Dow Jones or NASDAQ indexes) was up nearly 19 percent. This 
increase is far ahead o f the NASDAQ Composite, the S&P 500, 
and the Dow Jones Industrial Average. In spite o f renewed in­
vestor confidence, most REITs are trading below their net asset 
value, leading some to predict that some REITs will be taken pri­
vate soon unless their prices rise significantly.
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Before their explosion in the 1990s, most REITs served as in­
come-yield stocks, similar to public utilities, for investors. Dur­
ing the last decade, that perception shifted, and, as REITs 
continued to aggressively pursue deals, they came to be perceived 
as growth stocks. Now, the pendulum seems to have swung back 
the other way. The REITs have become less deal driven, and in­
vestors are looking at them once again as income stocks. In that 
regard, investors are encouraged that the earnings slowdown re­
ported over the past few years appears to have stabilized.
Executive Summary— Industry and Economic Developments
• The office market remains strong, particularly in the CBDs of large 
metropolitan areas. Vacancy and rental rates reflect a strong market. 
However, average cap rates have risen as income in place now ap­
proximates market rates for most properties.
• The industrial market remains solid, driven by a strong performance 
of the U.S. economy. E-commerce is beginning to drive the demand 
for certain types of industrial space.
• The retail market remains spotty, with some retailers performing 
strongly while others fail. Online shopping has not had a significant 
effect on the demand for space, and it is unlikely to affect retail real 
estate markets, at least in the near term.
• Multifamily and residential housing markets remain strong and stable.
• REIT share prices have rebounded since their low in 1999, but most 
of them still trade below net asset value. Investors now view REITs as 
income-yield stocks, in marked contrast to the growth stock percep­
tion that persisted through much of the 1990s.
Current Audit Issues
Assessing Audit Risks in the Current Environment
How do current economic trends and industry conditions affect the risks 
associated with auditing real estate entities?
The proper planning and execution of an audit always has re­
quired you to have a thorough understanding of the real estate in­
dustry and the nature of your client’s business. For most CPA
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firms, this in-depth understanding means that the most experi­
enced partners and managers must become involved early and 
often in the audit process. In todays real estate environment, the 
judgment and perspective of knowledgeable and experienced au­
ditors is even more important than it was in the past.
Focus on Local Conditions
National trends, average cap rates, and other industry bench­
marks can be effective at identifying unusual relationships or 
anomalies in the financial statements that warrant further investi­
gation. However, you should remember that real estate values and 
operations are affected much more directly by local and property- 
specific conditions than they are by broad national averages.
For example, an aging office building suffers from obsolescence 
caused by wear and tear, changing functional requirements o f 
users, or even shifts in location preferences. This obsolescence oc­
curs irrespective of national trends to the contrary. In planning 
and performing your audits, you should be sure to obtain infor­
mation about circumstances that directly affect your clients’ real 
estate assets and not merely ascribe national averages to specific 
properties.
Help Desk—The Society of Industrial and Office Realtors 
publishes Comparative Statistics of Industrial and Office Real Es­
tate Markets, which can be purchased and downloaded directly 
from the group’s publications section at www.sior.com. This 
report provides extremely detailed and comprehensive infor­
mation about most real estate markets in the country. Using 
this report not only helps you plan your audits, but also gives 
you a basis for providing value-added advice and insight to 
your clients.
Estimating Future Performance
The real estate industry uses estimates o f future asset performance 
in a wide variety of ways, for example, to—
• Assess the viability o f product development.
•  Evaluate various investment options.
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•  Estimate the fair value o f real estate assets.
•  Apply generally accepted accounting principles (GAAP), 
such as Financial Accounting Standards Board (FASB) 
Statement o f Financial Accounting Standards No. 121, Ac­
counting fo r the Impairment o f Long-Lived Assets and for 
Long-Lived Assets to Be Disposed O f on asset impairment.
During the past several years, most real estate assets have per­
formed spectacularly well. Increasing demand for space resulted 
in significant increases in rental rates and occupancy. The rollover 
o f old leases entered into during the industry’s last recession cre­
ated significant cash flow “spikes” when they renewed at current 
market rates.
No one expects the rate o f growth of the past few years to con­
tinue. Most markets are in equilibrium. You should be skeptical 
of cash flow and other performance projections that assume that 
recent upward trends will continue.
Help Desk—Landauer Real Counselors publishes Real Estate 
Market Forecast, which can be downloaded at www.landauer.com.
The report provides in-depth analysis of current industry condi­
tions and the outlook for the future for five different property 
types. The publication provides one analysis of the conditions in 
major markets for each property type. The Landauer report is 
published annually. You can obtain quarterly updates from the 
Commercial Investment Real Estate Network at www.ccim.com.
Auditing in a Paperless Environment
When clients rely on technology to manage and analyze informa­
tion, audit strategies change. For example—
• Audit evidence that previously existed in paper form may 
be available electronically only. Accessing electronic audit 
evidence may require you to become proficient in the use 
of data extraction or other audit software tools.
• The design and operation of internal control in a com­
puter environment are much different than in a predomi­
nantly manual environment.
17
As indicated earlier in this Alert, more real estate entities are ex­
panding their use of information technology. As this trend con­
tinues, you may need to become aware of the unique audit issues 
in a highly computerized environment. In addition, you should 
identify the risks o f material misstatement that can arise during 
the transition from a highly manual to a more computerized op­
erating environment. For example, when an entity adopts new 
information technology applications, you should be alert for fi­
nancial statement misstatements caused by—
• Loss of data or data corruption.
• Lack o f internal controls in the new system.
• Poorly designed or ineffectively operating controls in the 
new system.
Finally, as real estate entities begin to automate certain processes, 
you may find that an audit strategy that relies strictly on substan­
tive tests may no longer be feasible. On some audits, the client’s 
information technology applications may require you to test con­
trols to reduce audit risk to an acceptable level.
Risks of Overseas Expansion
Most U.S. real estate markets have fully recovered, and opportu­
nities for continued high growth levels remain modest. This is 
not the case in many non-U.S. markets, which may provide your 
clients with significant chances for investment. Even Asian real 
estate, which has been mired in a long recession, shows signs that 
it has bottomed out and is on the rebound.
However, competing in foreign markets is complex and fraught 
with risks, many of which are indiscernible at first glance. The 
political risks in some nations is quite high, but even in countries 
that have relative political stability, complexities may arise. Each 
country has its own market characteristics, regulations and laws 
(including tax laws), and accounting standards. Many Asian 
countries often lack such basics as standardized real estate forms, 
lending processes, and appraisal procedures.
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If your client has or is considering venturing into foreign real es­
tate markets, you should gain an understanding o f the risks o f 
doing business in those markets. Consider whether the client has 
an effective process for identifying and managing those risks effec­
tively. For example, has management adequately assessed the real­
ities of a foreign marketplace when developing assumptions about 
the future performance of real estate located in those markets?
Appraisal Issues
During your audit, you may need to obtain information about 
the estimated fair value of your client’s real estate assets. For ex­
ample, your client may use fair value information to—
• Determine whether an asset has been impaired and, if so, 
the amount o f the impairment loss.
• Make disclosures about fair value required by GAAP.
• Prepare supplemental current value information to be in­
cluded in the financial statements.
A real estate appraisal typically is used to support fair value esti­
mates used in these and other situations. The 1997 AICPA Audit 
and Accounting Guide Use o f Real Estate Appraisal Information 
(Product No. 01359kk) is an excellent source o f information on 
how auditors can and should use appraisals in their audit o f a real 
estate company. This Guide is designed to help you—
• Understand the appraisal process, its valuation concepts, 
and principles.
• Use real estate appraisal information in your audits.
• Apply Statement on Auditing Standards (SAS) No. 73, Using 
the Work o f a Specialist (AICPA, Professional Standards, vol. 
1, AU sec. 336), to the work of a real estate appraiser.
Just as trends in the overall real estate industry can help you iden­
tify unusual financial statement relationships, trends in the real 
estate appraisal community may be helpful in spotting unusual 
assumptions or techniques in the client's fair value estimates. Re­
cent appraisal trends to consider include the following.
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•  Use o f rent spikes. Consistent with the supply and demand 
equilibrium in most markets, the number o f appraisals 
that assume a rent spike in projected cash flows (rent spike 
is defined as a rent increase markedly higher than infla­
tion) has diminished greatly over the past two years. Ac­
cording to the Korpacz Real Estate Investor Survey, less 
than 20 percent o f respondents have factored rent spikes 
into their appraisal assumptions, compared with 36 per­
cent a year ago. Two years ago, 75 percent o f the respon­
dents included rent spikes in their appraisals.
• Direct capitalization methods. Under the direct capitaliza­
tion method of estimating fair value, the appraiser applies 
a capitalization rate to net operating income (NOI). In de­
termining NOI, the appraiser must consider how to treat 
tenant improvements, leasing commissions, and the capital 
replacement reserve. You should be aware that there is a di­
versity o f practice among appraisers regarding the treat­
ment of these items.
The most common practice is to exclude tenant improvements, 
leasing commissions, and capital replacement reserves from the 
calculation of NOI. However, a growing number o f appraisers are 
including a capital replacement reserve deduction in determining 
NO I. (Only a small number of appraisers include all three de­
ductions in their calculation.)
When relying on an appraisal for audit evidence, you should 
consider how the appraiser treated tenant improvements, leasing 
commissions, and capital replacements when applying the direct 
capitalization approach. Additionally, when making comparisons 
of two or more appraisals, you should determine that the meth­
ods used to calculate NO I were consistent.
Using Hedging Transactions to Manage Risk
Many real estate entities enter into hedging transactions to man­
age various risks. The most common risks that lend themselves to 
hedging strategies include those relating to interest rate or foreign 
currency exposures. For example, an entity may—
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•  Seek to lock in existing interest rates on a loan it plans to 
obtain to finance future real estate development.
• Manage its interest rate exposure by converting variable 
rate debt into fixed.
As described in the general Audit Risk Alert 2000/01, FASB 
Statement No. 133, Accounting for Derivative Instruments and 
Hedging Activities, provides the primary guidance on account­
ing for hedging transactions. Recently, the AICPA issued SAS 
No. 92, Auditing Derivative Instruments, Hedging Activities, and 
Investments in Securities (AICPA, Professional Standards, vol. 1, 
AU sec. 391), which provides auditing guidance on hedging 
transactions. Accompanying this SAS is an Audit and Account­
ing Guide of the same name that provides additional imple­
mentation guidance.
If your client engages in derivatives transactions or hedging activi­
ties, you should become thoroughly familiar with the authorita­
tive accounting and auditing literature. For example, you should 
be aware of—
• How hedging transactions should be accounted for.
• The criteria that must be met for a transaction to qualify 
for hedge accounting.
•  The responsibilities o f the client to designate and docu­
ment the hedge.
• The possible need for the client to reconsider its existing 
interest rate management policy to include various hedg­
ing strategies.
• The implementation and transition requirements for 
adopting FASB Statement No. 133.
21
Areas of Increased Scrutiny by Standard-Setting Groups
What major audit issues addressed by standard-setting bodies are likely 
to affect real estate entity audits?
During the past year, standard-setting bodies and others charged 
with protecting the public interest have scrutinized several im­
portant areas that affect most real estate audits.
Revenue Recognition
In December 1999, the Securities and Exchange Commission 
(SEC) released Staff Accounting Bulletin (SAB) No. 101, Rev­
enue Recognition in Financial Statements. SABs are not rules or in­
terpretations of the Commission. They represent interpretations 
and practices followed by the staff of the Office o f the Chief Ac­
countant and the Division of Corporate Finance in administering 
the disclosure requirements o f the federal securities laws. Finan­
cial statement preparers and auditors o f public real estate compa­
nies are most directly affected by SABs. However, auditors o f 
nonpublic companies may find the information contained in 
SAB No. 101 useful.
Conceptual guidance on revenue recognition is contained in 
FASB Statement o f Financial Accounting Concepts No. 5, Recog­
nition and Measurement in Financial Statements o f Business Enter­
prises. Paragraph 83 of the Statement states that recognition of 
revenue involves consideration of two factors, (a) being realized 
and (b) being earned. FASB Statement No. 66, Accounting for 
Sales o f Real Estate, along with several interpretations and EITF 
consensus positions, describes how the concepts described in 
Concepts Statement No. 5 apply to revenue recognition from the 
sale of real estate.
SAB No. 101 does not modify existing accounting guidance re­
lating to the sale of real estate. However, the SAB does clarify the 
accounting that landlords must follow for contingent rents re­
ceived from their tenants. As clarified in SAB No. 101, Interpre­
tive Response Number 8, the landlord should not recognize any 
contingent rental income until the threshold for contingent 
rental payments has passed.
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For example, suppose that a tenant was required to pay 1 percent 
o f its net sales in excess o f $1,000,000 as contingent rental. As de­
scribed in SAB No. 101, the landlord may not record revenue 
from this contingent rent until the tenant actually achieves 
$1,000,000 in sales. Even if the tenant has a history o f achieving 
the threshold and it is probable that sales will exceed $1,000,000, 
revenue must not be recognized until the tenant’s sales actually do 
exceed the amount specified in the lease agreement.
SAB No. 101 will have its greatest effect on entities that operate 
in the retail and hotel sectors o f the industry. Auditors should 
carefully consider whether the revenue recognition policies o f 
their clients conform to the guidance in the SAB. To help finan­
cial statement preparers implement SAB No. 101, the staff o f the 
SEC has provided additional guidance in the form of Frequently 
Asked Questions. This guidance can be found on the SEC Web 
site. SAB No. 101 becomes effective during fourth quarter 2000.
Auditor Independence
Auditor independence continues to draw the attention o f those 
responsible for oversight o f the profession. SAS No. 1, Codifica­
tion o f Auditing Standards and Procedures (AICPA, Professional 
Standards, vol. 1, AU sec. 150.02, “Generally Accepted Auditing 
Standards”), the second general standard o f generally accepted 
auditing standards (GAAS), requires that in all matters relating to 
the audit engagement, an independence in mental attitude is to 
be maintained by the auditor. SAS No. 1, Codification o f Auditing 
Standards and Procedures (AICPA, Professional Standards, vol. 1, 
AU sec. 220.03, “Independence”) provides that “to be indepen­
dent, the auditor must be intellectually honest; to be recognized 
as independent, he must be free from any obligation to or interest 
in the client, its management, or its owners.”
This description o f independence raises the following issues, 
which are addressed in a number of detailed and, at times com­
plicated, rules, interpretations and rulings.
Who must be independent. Individuals who meet the definition 
of a member must be independent. There are several specific rules 
that define member, and you should be aware of the following.
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• The definition of member varies, depending on one’s level 
(for example, partner, manager, or staff professional) 
within the firm. Staff members are required to be indepen­
dent only of the clients they serve. Managers must be inde­
pendent o f all audit clients in the office in which they are 
located. Partners must be independent of all audit clients 
o f the entire firm. The definition o f a member does not 
vary depending on functional classification. For example, 
the independence rules relating to a consulting partner are 
the same as those for an audit partner.
• Certain family members meet the definition o f a member. 
If you are a member under the independence rules, your 
immediate family members also are considered members. 
Immediate fam ily members are defined as your spouse or 
spousal equivalent and any dependents.
From whom independence is required. You are required to be in­
dependent of all restricted entities. Restricted entities include all 
clients for whom your firm provides services requiring indepen­
dence. Audits require independence, and so do reviews and all 
engagements performed under the attestation standards, such as 
agreed-upon procedures. The definition o f restricted entity also 
includes certain related entities of the firm’s client, even if the re­
lated entity is not a client. For example, if your firm audits XYZ, 
a member must be independent of XYZ and all its subsidiaries.
Situations presumed to im pair independence. The independence 
rules contain a myriad of rulings on matters that are presumed to 
impair a member’s independence. In general, these rulings focus 
on the following types of matters.
• Financial interests. Financial interests include investments 
in another company, for example, stock ownership. A 
member is prohibited from owning or being committed to 
own any direct or material indirect interest in a restricted 
entity. A loan from a client or any o f its officers, directors, 
or senior management members is another type o f finan­
cial interest. If your firm audits any financial institutions,
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you should become familiar with the rules regarding loans 
from restricted entities.
•  Business relationships. Your independence will be impaired 
if you or any covered person or entity has a direct or mate­
rial indirect business relationship with the audit client, 
other than providing professional services or acting as a 
consumer in the ordinary course o f business.
• Nonaudit services. The performance o f nonaudit services 
for a restricted entity may impair you or your firm's inde­
pendence, as described in Ethics Interpretation No. 101-3, 
“Performance of Other Services,” o f ET section 101, Inde­
pendence (AICPA, Professional Standards, vol. 2, ET  sec. 
101.05). That Interpretation prohibits you from acting in 
the capacity of management when performing nonaudit 
services for an audit client. For example, you may partici­
pate in a negotiation as an adviser to an audit client, but 
you may not actually commit the entity to a transaction. 
Interpretation No. 101-3 also requires you to establish an 
understanding with your client (preferably in writing) re­
garding the nature o f the nonaudit services you will per­
form and management’s responsibilities with regard to 
those services.
The Interpretation includes numerous examples o f the kinds of 
services that are presumed to impair auditor independence and 
those that do not impair independence. These examples are sepa­
rated into the following categories.
— Bookkeeping
— Corporate finance advisory services
— Technology consulting services
— Investment advisory or management services
— Payroll and other disbursements
— Benefit plan administration
— Appraisal, valuation, or actuarial
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— Executive or employee search
-  Business risk consulting
Before performing any nonaudit services for an audit client, you 
should review the independence rules, particularly Interpretation 
No. 101-3, to be sure that the services you wish to perform will 
not impair your independence.
Help Desk—A copy of Interpretation No. 101-3 can be found 
in the May 1999 issue of the Journal of Accountancy or you can 
download it directly from the AICPA Web site at 
http://www.aicpa.org. Also, the AICPA recently released an in­
teractive CD-ROM self-study course titled Independence. This 
course gives you an in-depth understanding of the AICPA, 
SEC, and Independence Standards Board (ISB) rules relating 
to independence and provides you with an opportunity to earn 
six hours of CPE credit.
Assessing independence can be a complex and time-consum­
ing undertaking. The AICPA can offer assistance. Call (888) 
777-7077 to speak to a member of our Professional Ethics 
team with your questions relating to AICPA independence 
standards. You may also submit your question in an email to: 
ethics@aicpa.org.
Public-Company Independence Initiatives
Auditors of public companies will have to comply with the inde­
pendence standards issued by the SEC and the ISB, in addition to 
those of the AICPA. Conceptually, the SEC and ISB rules relating 
to independence are similar to the AICPA rules, but they do differ 
in certain specific ways, usually by being more restrictive.
In June 2000, the SEC issued a rule proposal that would signifi­
cantly change its existing rules. Underlying the proposed new 
rule are four basic principles by which the SEC measures auditor 
independence. These principles are rooted in the bedrock philos­
ophy that auditors must be independent in fact and in appear­
ance. These principles provide that an auditor is not independent 
when one o f the following is true. The auditor—
• Has a mutual or conflicting interest with the audit client.
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•  Audits his or her own work.
• Functions as management or an employee of the audit client.
• Acts as an advocate for the audit client.
Here’s a brief overview of the major areas addressed by the SEC ’s 
proposal:
• Financial relationships—The proposal would significantly 
narrow the circle o f people whose investments trigger inde­
pendence concerns to principally those who work on the 
audit or can influence the audit.
•  Employment relationships—The proposal would greatly re­
duce the pool o f people within an audit firm whose fami­
lies would be affected by the employment restrictions 
necessary to maintain independence.
• Business relationships— Consistent with existing rules, inde­
pendence would be considered impaired if the auditor or 
any covered person or entity has a direct or material indi­
rect business relationship with the audit client, other than 
providing professional services or acting as a consumer in 
the ordinary course o f business.
•  Nonaudit services—The proposal identifies certain nonau­
dit services that the SEC believes are inconsistent with in­
dependence. They include bookkeeping or other services 
related to the audit client’s accounting records or financial 
statements, financial information systems design and im­
plementation, appraisal or valuation services, fairness 
opinions, or contributions-in-kind reports where there is a 
reasonable likelihood that the auditor will audit the results, 
internal audit outsourcing, management functions, human 
resources, broker-dealer, investment adviser, or investment 
banking services, legal services, and expert services.
• Contingent fee arrangements— The proposal states that an 
auditor cannot provide any service to an audit client that 
involves a contingent fee.
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•  Quality controls—The proposal provides a limited excep­
tion from independence violations to the firm if the indi­
vidual did not know, and was reasonable in not knowing, 
the circumstances giving rise to his or her violation, if the 
violation was corrected promptly once the violation be­
came apparent, and if the firm has quality controls in place 
that provide reasonable assurance that the firm and its em­
ployees maintain their independence.
• Proxy disclosure requirement—The proposal would require 
registrants to disclose in their annual proxy statements in­
formation relating to services and fees provided by the au­
ditor over a specified dollar amount.
Help Desk—This information represents a summary of signif­
icant issues addressed by the proposal. The full text of the pro­
posed rule change can be obtained from the SEC’s Web site at 
http://www.sec.gov/news/audind2.htm. In addition, note that 
as of the writing of this Alert, no final rule had been adopted.
In addition to the SEC ’s independence initiatives, the SEC Prac­
tice Section (SECPS) of the AICPA revised its membership rules 
to focus on quality control issues related to independence mat­
ters. The new rules require member firms of the SECPS to—
• Establish independence policies.
• Make their independence policies available to each professional.
• Provide independence training to professionals at the time 
of employment and periodically thereafter.
• Maintain a database to include all restricted entities.
• Designate a partner responsible for overseeing the firm’s in­
dependence matters and establish procedures to follow up 
on violations.
• Require that the restricted entity list be reviewed by each 
professional before the individual acquiring any security, 
obtaining a loan, opening or modifying a brokerage ac­
count, or entering into business relationships.
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•  Require each professional to sign an independence confirma­
tion near the time o f employment and annually thereafter.
• Require each professional to report apparent violations and 
the related corrective action to be taken.
Only firms that are members o f the SECPS need to comply with 
these rules; however, other firms may find the recommendations 
to be useful in promoting an awareness o f and appreciation for 
the independence rules and in establishing policies to help ensure 
the independence o f its professionals.
Executive Summary-Current Audit Issues
• The effective and efficient audit of a real estate entity’s financial 
statements requires the early involvement of a firm’s most experi­
enced auditors. Considerable judgment and expertise is needed to 
identify audit risks in the current environment.
• National trends and averages are useful to identify unusual financial 
statement relationships or areas that require significant audit atten­
tion. However, ultimately, real estate assets are most affected by local 
conditions. In the planning and performance of their audits, audi­
tors should seek to understand the characteristics of the local real es­
tate markets that most affect their client’s properties.
• Auditing in a paperless environment requires a change in auditing 
strategies, especially regarding electronic audit evidence, and design 
and operation of internal control in a computer environment.
• As the U.S. real estate markets reach their plateau, the opportunity 
for investing in foreign markets will increase. Auditors will need to 
understand the unique risks associated with overseas investing to ef­
fectively perform their audits.
• Real estate appraisals may be a source of audit evidence in a number 
of circumstances. When reviewing a real estate appraisal, auditors 
should follow the guidance provided in an AICPA Audit and Ac­
counting Guide on the topic. They also should be familiar with cur­
rent issues and trends facing the real estate appraisal community.
• Many real estate entities use hedging activities to manage risk.
• Revenue recognition and auditor independence continue to receive 
the scrutiny of the SEC and others. During the past year, the SEC 
has launched major initiatives in both these areas. Although the
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guidance provided by the SEC is applicable only to publicly owned 
companies, auditors of nonpublic companies may find the guidance 
helpful.
Audit and Accounting Issues of Continuing Importance
What auditing and accounting issues in the real estate industry continue 
to be of concern? How have current economic conditions affected those 
issues?
Revenue Recognition
Sales of Real Estate
During the past few years o f industry recovery, many real estate 
entities were able to report impressive growth as a result o f the 
improvement in the underlying real estate. Some entities may be 
under continued pressure to maintain this rate o f growth even 
though the industry has now recovered and the substantial gains 
o f the past few years have leveled off.
You should consider the appropriateness o f your client's revenue 
recognition policies or, especially, changes to those policies. Some 
clients may attempt to demonstrate growth in a flattening market 
by changing operating or accounting policies that affect the tim­
ing or propriety of revenue recognition. In evaluating the revenue 
recognition policies o f real estate entities, you should consider 
carefully whether the criteria in FASB Statement No. 66 have 
been met.
You also should continue to be alert for—
• “Put”  arrangements. Put arrangements may commit a seller, 
its officers, or shareholders to repurchase the property, find 
other buyers, or indemnify the buyer or third-party guar­
antors for risk o f loss. These arrangements can significantly 
affect revenue recognition. In some cases, put arrange­
ments may not be formally documented, so you should 
consider the facts and circumstances surrounding property 
sales to be sure there are no formal or informal arrange-
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merits o f this kind. You may also wish to request written 
representation from management regarding the absence of 
side agreements.
•  Direct or indirect seller financing. Consider circumstances 
that would indicate that a seller may have directly or indi­
rectly provided the funds for a down payment (or for the 
entire purchase price) in a cash sale. Apart from precluding 
the use o f the full accrual method of profit recognition, 
such circumstances may create related party transactions 
that require disclosure, as described in FASB Statement 
No. 57, Related Party Disclosures.
•  Creative funding arrangements. Some real estate transac­
tions are structured to achieve a desired tax result. Auditors 
should analyze such creative funding arrangements to en­
sure that the transaction has been accounted for in accor­
dance with GAAP.
FASB Statement No. 66 describes examples of real estate transac­
tions that include sales of: corporate stock o f enterprises with 
substantial real estate, partnership interests, and time-sharing in­
terests. Questions have been raised about whether the sale o f 
these investments should be accounted for under FASB State­
ment No. 66 or under FASB Statement No. 125, Accounting for 
Transfers and Servicing o f Financial Assets and Extinguishments o f 
Liabilities.2 In EITF issue 98-8, Accounting for Transfers o f Invest­
ments That Are in Substance Real Estate, a consensus was reached 
that the sale or transfer o f an investment in the form of a financial 
asset that is, in substance, real estate should be accounted for in 
accordance with FASB Statement No. 66.
2. Issued in September 2000, FASB Statement No. 140, Accounting f o r  Transfers and  
Servicing o f  Financial Assets and Extnguishments o f  Liabilities, replaces FASB State­
ment No. 125 and is effective for transfers and servicing of financial assets and ex­
tinguishments o f liabilities occurring after March 31, 2001. The statement is 
effective for recognition and reclassification of collateral and for disclosures relating 
to securitization transactions and collateral for fiscal years ending after December 15, 
2000. Disclosures about securitization and collateral accepted need not be reported 
for periods ending on or before December 15, 2000, for which financial statements 
are presented for comparative purposes.
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FASB Interpretation No. 43, Real Estate Sales, clarifies that FASB 
Statement No. 66 applies to all real estate sales, not just those 
made by real estate entities. Included within the scope o f FASB 
Statement No. 66 are sales o f real estate with property improve­
ments or integral equipment that cannot be removed and used 
separately from the real estate without incurring significant costs.
Lease Income
Several accounting pronouncements provide guidance to lessors 
on recognizing lease revenue. These pronouncements include the 
following.
• FASB Statement No. 13, Accounting for Leases. Paragraph 
19(b) o f this statement describes how a lessor should re­
port lease income.
-  In general, rental income is recognized when it becomes 
receivable according to the provisions of the lease.
— However, if the rentals vary from a straight-line basis, 
the income should be recognized on a straight-line basis 
(unless another systematic and rational basis is more 
representative of the time pattern in which use benefit 
from the lease property is diminished).
• FASB Statement No. 29, Determining Contingent Rentals. 
This Statement defines contingent rentals and states that 
they should be recognized as revenue when they become 
accruable.
• FASB Technical Bulletin 85-3, Accounting for Operating 
Leases with Scheduled Rent Increases. This Technical Bul­
letin addresses whether it is appropriate for lessors to rec­
ognize scheduled rent increases on a basis other than as 
required in FASB Statement No. 13.
• SEC SAB No. 101, Revenue Recognition in Financial State­
ments, Interpretative Response to Question 8. As described 
elsewhere in this alert, SAB No. 101 clarifies revenue recogni­
tion from contingent rentals. The guidance in the SAB is most 
applicable to auditors of public companies; however, if you 
audit nonpublic entities, you may still find the guidance useful.
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In auditing rental income, you should obtain reasonable assur­
ance that rental income has been properly recognized during the 
period. Pay particular attention to revenue from contingent 
rentals and revenue recognition when lease payments are sched­
uled to vary from a straight-line basis.
To properly recognize rental income on a straight-line basis, the 
accounting for income from lease agreements that call for sched­
uled rent increases requires the recording o f a receivable during 
the early years o f the lease. If your client’s financial statements in­
clude such a receivable, you should determine that it is collectible, 
for example, by assessing the creditworthiness o f the tenant.
Help Desk-Auditors designing and performing procedures re­
lated to revenue recognition can look to the AICPA publication, 
Audit Issues in Revenue Recognition (Product No.022506kk).
You may obtain this publication from the AICPA Web site at 
http://www.aicpa.org/members/div/ auditstd/pubaud.htm.
Sale-Leaseback Transactions
Industry observers continue to report a growing number of sale- 
leaseback transactions involving corporations that own their facil­
ities. Real estate entities may participate in these transactions as 
the purchaser-lessor.
FASB Statement No. 13, Accounting for Leases, describes the ac­
counting by the purchaser-lessor in a sale-leaseback transaction.
• If the lease meets the criteria for classification as a capital 
lease, the purchaser-lessor should record the transaction as 
a purchase and a direct financing lease.
• If the lease does not meet the criteria for classification as a 
capital lease, the purchaser-lessor should record the trans­
action as a purchase and an operating lease.
You can find the primary guidance on accounting by the seller- 
lessee in a sale-leaseback transaction in FASB Statement No. 98, 
Accounting for Leases.
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Asset Impairment
Even though the real estate industry as a whole remains healthy, 
specific markets or properties may not be. For that reason, you 
should continue to be alert for the possible impairment of real es­
tate assets. FASB Statement No. 121, Accounting for the Impair­
ment o f Long-Lived Assets and for Long-Lived Assets to Be Disposed 
O f provides the primary guidance on accounting for the impair­
ment of real estate assets.3 In general, the accounting for the im­
pairment o f real estate depends on whether the property is to be 
held for investment or held for disposal. Projects under develop­
ment are accounted for in the same manner as those held for in­
vestment. FASB Statement No. 121 does not provide exceptions 
for assets subject to nonrecourse debt.
Real Estate Properties Held for Investment
Real estate held for investment and projects under development 
should be reported at cost, less accumulated depreciation, and 
should be evaluated for impairment if facts and circumstances in­
dicate that impairment may have occurred. Conditions or events 
such as the following may indicate a need for assessing the recov­
erability o f investments in real estate:
• Cash flows from operating activities are insufficient to 
cover debt service.
• Current occupancy rates indicate that future cash flows to 
be received are lower than the amounts needed to recover 
the carrying amount o f the investment fully.
• Major tenants have experienced or are experiencing finan­
cial difficulties.
• A significant portion of leases will expire in the near term.
• Lessors are being forced to make significant concessions to 
rent property.
3. The FASB has recently released an exposure draft that would amend FASB State­
ment No. 121. As part o f this project, certain issues specifically related to real estate 
assets are being addressed, as described in the “On the Horizon” section of this risk 
alert. Progress on this matter is posted regularly on the FASB Web site at 
http://www.fasb.org.
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• Properties held for sale remain unsold at subsequent bal­
ance-sheet dates.
• Other investors have decided to cease providing support or 
reduce their financial commitment to a project or venture.
• Rental demand for a rental project currently under con­
struction is not meeting projections.
• Auditors’ reports on financial statements o f investee prop­
erties are modified for reasons that relate to real estate in­
vestments (for example, an auditor's report on the financial 
statements o f investee properties that is modified for a de­
parture from GAAP due to improper valuation of assets).
If events or changes in circumstances indicate that impairment may 
exist, the entity is required to estimate the future cash flows ex­
pected to result from the use of the asset and its eventual disposi­
tion. An asset is deemed to be impaired if its carrying amount 
exceeds the sum of the expected future cash flows (undiscounted 
and without interest charges) from the asset. The impairment is mea­
sured as the amount by which the carrying amount exceeds the fair 
value of the asset. After an impairment is recognized, the reduced 
carrying amount of the asset should be accounted for as the new 
cost of the asset and depreciated over the remaining useful life. 
Restoration of previously recognized impairment losses is prohibited.
Lack o f an asset-impairment evaluation system may indicate a 
material weakness in an entity’s internal controls. Further, a lack 
of documentation generally increases the extent to which auditors 
must apply judgment in evaluating the adequacy o f manage­
ment’s writedowns.
Real Estate to Be Disposed of
Real estate to be disposed of should be reported at the lower of 
the carrying amount or fair value less costs to sell if it is not sub­
ject to the provisions o f Accounting Principles Board (APB) 
Opinion No. 30, Reporting the Results o f Operations— Reporting 
the Effects o f Disposal o f a Segment o f a Business, and Extraordinary, 
Unusual and Infrequently Occurring Events and Transactions, o f 
which management, having the authority to approve that action,
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has committed to a plan o f disposal. Subsequent revisions to fair 
value less costs to sell should be reported as adjustments to the 
carrying amount o f the asset to be disposed of. However, the car­
rying amount may not be adjusted to an amount greater than the 
carrying amount of the asset before an adjustment was made to 
reflect the decision to dispose o f the asset. Determination of 
whether the carrying amounts o f real estate projects require write­
downs should be done on a project-by-project basis, in accor­
dance with paragraph 24 of FASB Statement No. 67, Accounting 
for Costs and Initial Rental Operations o f Real Estate Projects.
Non-GAAP Measures of Performance
The SEC staff notes that publicly held real estate entities have 
been presenting “operating income before depreciation and 
amortization and write-downs o f real estate” or, in some cases, 
funds from operations in selected financial data and management 
discussion and analysis (M D&A). The SEC staff believes that 
such captions in financial statements are inappropriate because 
they suggest that the amount represents cash flow for the period, 
which is rarely the case. Cash flow from operations is the appro­
priate financial statement caption, which must be included in a 
balanced presentation with cash flows from investing and financ­
ing activities when discussing cash flows in M D & A  and else­
where. Auditors o f public entities should read such information 
and consider whether the information, or the manner of its pre­
sentation, is materially inconsistent with that appearing in the fi­
nancial statements.
The SEC staff has noted that funds from operations (FFO) have 
been discussed outside o f the financial statements in several re­
cent filings with the SEC. Neither GAAP nor SEC authoritative 
accounting literature provides a definition for FFO, and the SEC 
staff’s views on the presentation o f a cash flow measure as a proxy 
for net income and the presentation of funds generated from op­
erations are expressed in Accounting Series Release (ASR) No. 
142. ASR No. 142 states that if such measurements o f economic 
performance are presented in the M D & A  section or elsewhere, 
they should not be presented in a manner that gives them greater
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authority or prominence than conventionally computed earn­
ings. In no event should the presentation leave the reader with 
the impression that FFO is the appropriate measure o f operating 
performance for the REIT and an appropriate measure for which 
dividends are computed and based. Net income and cash flows 
from operating, investing, and financing activities remain the ap­
propriate measurements.
Executive Summary— Audit and Accounting issues of Continuing 
Importance
• Revenue recognition continues to draw the attention of the SEC and 
other standard-setters. As gains in the real estate industry level out, 
auditors should pay close attention to a client's revenue recognition 
policies and any operating changes that could signal a change in tim­
ing or propriety of revenue recognition.
• Sale-leaseback transactions continue to be popular among corpora­
tions that own their facilities. Real estate entities may be involved in 
these transactions as the buyer or lessor.
• Asset impairment remains an issue. Accounting for impairment de­
pends on the ultimate purpose for which the real estate is held—either 
for investment (reflected at cost less accumulated depreciation) or dis­
posal (lower of carrying amount or fair value less costs to sell).
Client Fraud
What can I do to make sure I detect material misstatements caused by 
fraud?
SAS No. 82, Consideration o f Fraud in a Financial Statement 
Audit (AICPA, Professional Standards, vol. 1 , AU sec. 316), pro­
vides the primary guidance on your responsibilities for detecting 
fraud-related misstatements when performing a financial state­
ment audit. In general, SAS No. 82—
• Describes two types o f misstatements due to fraud that are 
relevant to your consideration in a financial statement 
audit: (1) misstatements arising from fraudulent financial 
reporting and (2) misstatements arising from misappropri­
ation of assets.
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•  Requires you to assess specifically the risk o f  material 
misstatement due to fraud on every audit and provides 
categories o f  fraud risk factors that the auditor should 
consider in making that assessment. It provides exam­
ples o f fraud risk factors (see the discussion later in this 
Alert) that, when present, might indicate the presence 
o f fraud.
• Provides guidance on how you should respond to the re­
sults of the assessment.
• Provides guidance on the evaluation of audit test results as 
they relate to the risk of material misstatements due to fraud.
• Describes related documentation requirements, includ­
ing evidence o f the performance o f the assessment, in­
cluding risk factors identified as present and your 
response thereto.
•  Provides guidance regarding your communication about 
fraud to management, the audit committee, and others.
Some examples o f fraud risk factors that may exist in real estate 
entities include the following:
•  An excessive interest by management in maintaining or in­
creasing the reported amount of real estate assets through 
the use of unusually aggressive appraisal assumptions
• The use by management of unusually aggressive account­
ing practices in recognizing revenue from real estate sales
• Complicated criteria for recognizing sales transactions, 
making it difficult to assess the completion o f the earnings 
process
• Inadequate responses or an unwillingness to respond to in­
quiries about known regulatory or legal issues, for exam­
ple, the presence o f environmental contamination on an 
entity-owned site
• Significant related parties transactions
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• Significant “side-agreements” or transaction terms not pre­
viously disclosed
• Key contracts awarded without a competitive bidding process
SAS No. 82 was issued several years ago, but discussions about 
the auditor’s responsibilities for detecting fraud continue to oc­
cupy standard-setting bodies. Recently, the Auditing Standards 
Board (ASB) commissioned a research report on fraud-related 
SE C  enforcement actions. The report covered a ten-year pe­
riod, and it provides valuable insight into potential audit pit- 
falls. (See the Help Desk note at the end o f this section for 
further information.)
The general Audit Risk Alert 2000/01  provides a more detailed 
discussion o f the report. The following key findings o f the pro­
ject are limited to items that are most likely to be relevant to 
auditors o f real estate entities.
•  Smaller entities are vulnerable. In spite o f recent consoli­
dation, the real estate industry remains characterized by 
a large number o f small entities. Auditors o f  real estate 
entities should note that the SE C  fraud-related enforce­
ment actions tended to be against small com panies, 
with assets averaging only $62 million. The report sug­
gests that the incidence o f fraud at smaller entities may 
be due to the potential lack o f  basic internal controls 
and the vulnerability o f smaller entities to domination 
by one individual.
•  Fraudulent fin an cial reporting. M ost o f  the frauds in­
volved in the study were related to fraudulent financial 
reporting. The methods used to perpetrate the fraud typ­
ically involved the overstatement o f  assets or improper 
revenue recognition.
• Be alert for financial stress and new audit relationships. The 
risks of fraud seem to rise when the entity is facing finan­
cial stress or the audit relationship is new. In light o f this 
finding, the study recommends that you be especially vigi­
lant in planning and performing the first few audits, in-
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cluding having rigorous communications with predecessor 
auditors about management integrity and control environ­
ment issues.
• Avoid audit pitfalls. Among the alleged audit problems the 
SEC noted are the following.
-  Failure to gather sufficient evidential matter
-  Failure to exercise due professional care
-  Lack o f sufficient professional skepticism
-  Failure to properly interpret or apply GAAP
-  Overreliance on inquiry as a form of evidence
-  Failure to properly design audit programs and plan the 
engagement
-  Lack of independence
-  Failure to properly supervise and review the engagement
-  Inadequate or inconsistent working papers
Help Desk—The complete report, Fraud-Related SEC Enforce­
ment Actions Against Auditors: 1987-1997 (Product No. 
990040kk), can be obtained by calling the AICPA Order De­
partment at (888) 777-7077.
Executive Summary— Client Fraud
• Fraud, and the auditors responsibilities for detecting fraud, continue 
to be a topic of much discussion. SAS No. 82 is still the primary 
guidance on the auditor's responsibilities for detecting fraud in a fi­
nancial statement audit.
• A research report commissioned by the ASB provides valuable 
insight on the characteristics o f client fraud and the possible 
audit failures that allowed the related misstatements from being 
detected.
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On the Horizon4,5
What proposed accounting standards would have the most significant 
impact on the real estate industry?
Update on Proposed Accounting Standards Affecting the Real 
Estate Industry
Accounting standard setters are in various stages of issuing new 
statements that will greatly affect the real estate industry. Although 
the final statements will not be issued and effective for some time, 
you should be aware of how the proposed standards will change ex­
isting practice and affect your clients. Some o f your clients will 
need your help to understand or otherwise prepare for the new 
standards. If your firm has a significant practice in the real estate 
industry, you may wish to become involved in the standard-setting 
process by preparing comment letters with the exposure drafts.
Asset Impairment
On June 30, 2000, the FASB released an exposure draft o f its 
much-anticipated proposed new standard on asset impairment. 
The proposed new standard would supercede FASB Statement 
No. 121 and would become effective for fiscal years beginning 
after December 15, 2001.
The proposed new standard would retain many of the elements 
o f the existing standard on impairment. For example, the new 
standard would retain the requirements to—
• Test a long-lived asset using the sum of the undiscounted 
future cash flows expected to result from the use and even­
tual disposition o f the asset, excluding interest charges,
4. Auditors should be alert for updates and developments regarding topics discussed in 
this section of the Alert. See appendix A of this Alert for a list o f Internet resources, 
including Web sites, that can provide information on the issues discussed herein that 
could affect the real estate industry.
5. In addition to the standards cited here, the Emerging Issues Task Force (EITF) has 
identified a few issues that appear to be relevant to the real estate industry. For more 
information on pending EITF issues, see the “EITF Consensus Positions” section of 
the G eneral A udit Risk A lert 2000/01.
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whenever events or changes in circumstances indicate that 
the carrying amount o f the asset may not be recoverable.
•  Measure a long-lived asset that is impaired at the lower of 
its carrying amount o f fair value.
•  Measure a long-lived asset to be disposed of at the lower of 
its carrying amount or fair value less cost to sell.
•  Cease depreciating a long-lived asset when it is classified as 
held for sale.
However, the new standard also makes several significant changes 
to existing practice. The provisions of the new standard that are 
expected to have the largest impact on real estate companies in­
clude the following.
• Definition o f impairment. The proposed statement defines 
impairment as the condition that exists when the carrying 
amount o f an asset to be held and used exceeds its fair 
value. However, for practical reasons, the statement would 
not require that a loss be recognized unless the carrying 
amount o f the asset is not recoverable.
• Grouping o f assets. The new statement provides additional 
guidance on how to group assets at the “lowest level for 
which there are identifiable cash flows that are largely inde­
pendent of the cash flows o f other groups of assets.”
• Indicators o f impairment. FASB Statement No. 121 provides 
a list of five events or changes in circumstances that indicate 
a possible impairment. The new standard retains the old list 
and adds one additional item. Whenever it is more likely 
than not that an asset will be sold or otherwise disposed of 
significantly before the end of its previously estimated useful 
life, the asset should be tested for impairment.
•  Required use o f expected cash flow approach. The new state­
ment requires the use of an expected cash flow approach, 
both for making the initial determination o f whether an 
asset is impaired and for estimating fair value using a pre­
sent value methodology. The expected cash flow approach
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uses the sum of a probability-weighted amount in a range 
of possible estimated amounts. For example, if you had an 
80 percent chance of receiving $ 10 and a 20 percent chance 
of receiving $15 in the future, your expected cash flow 
would be $11 ([80% x $10] + [20% x $15]).
• Additional guidance on estimating future cash flows. The 
new standard provides significantly expanded guidance on 
the treatment of certain items in estimating future cash 
flows. For example, the new standard clarifies that, for as­
sets under development, estimates o f future cash flows 
should include all expenditures necessary to develop the 
asset, including interest.
• Marketplace assumptions for fa ir  value estimates. When 
using a present value approach to estimate fair value, the 
new standard requires the estimate o f future cash flows to 
use marketplace assumptions rather than the assumptions 
that may be unique to the entity. For example, if the entity 
has existing relationships with suppliers that allow it to 
purchase materials at below market costs, the cash flows 
used in the present value calculation should use the price 
of materials that another entity would expect to pay.
• Assets to be sold. FASB Statement No. 121 says that an asset 
should be classified as held for sale whenever management, 
having the authority to approve the action, has committed 
to a plan to dispose of the asset. The new standard expands 
on that requirement and provides the following additional 
criteria that must be met to classify an asset as held for sale.
— The asset to be sold is available for immediate sale on 
normal delivery terms.
— An active program to locate a buyer and other actions 
required to complete the plan have been initiated.
— The sale o f the asset is probable, and transfer o f the asset 
is expected to qualify for recognition as a completed 
sale, within one year. This criterion is not met if an en­
tity enters into an agreement to sell the asset that is, in 
substance, a written option to purchase the asset or if
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the transfer o f the asset will be accounted for as a sale- 
leaseback transaction.
-  An estimate has been made of the net proceeds expected 
to result from the sale o f the asset that is reasonable in 
relation to its current fair value. Assets to be sold as a 
group are expected to be sold to a single buyer. The es­
timated net proceeds expected to result from that sale 
are higher than those that would occur if the assets were 
sold individually.
-  Actions required to complete the plan indicate that it is 
unlikely that significant changes to the plan will be 
made or that the plan will be withdrawn.
Consolidations
By the end of 2000, the FASB may issue a final standard on consol­
idated financial statements. The purpose of the Statement is to spec­
ify when to include entities in consolidated financial statements.
Like the existing standard, the new standard would require con­
solidation whenever one entity has control over another. The new 
standard would differ substantially from existing practice in the 
definition o f control. Current accounting guidance provides def­
initions of control based on quantitative guidelines, for example, 
50 percent o f outstanding voting shares. The proposed guidance 
eliminates quantitative guidance on what constitutes control.
Under the proposed statement, control is defined as “the ability 
of an entity to direct the policies and management that guide the 
ongoing activities o f another entity.” For purposes o f consoli­
dated financial statements, control involves decision-making abil­
ity that is not shared by others.
For real estate entities, the provisions of the proposed Statement re­
lating to partnerships will probably have the most significant impact.
• General partnerships. The powers of a general partnership 
and the conduct o f its activities usually are exercised by 
and are under the authority and direction of two or more 
partners. The definition o f control requires decision-mak-
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ing ability that is not shared, so typically, a general partner 
in a general partnership does not meet the definition o f 
control. Exceptions include those circumstances in which 
the general partners are affiliates or the rare circumstance 
in which all but one of the general partners waives rights to 
participate in the management of the enterprise.
• Limited partnerships. In a limited partnership, the powers 
o f control generally rest only with the general partner, and 
usually limited partnerships are established with a sole gen­
eral partner. Therefore, control is presumed (and consoli­
dation required) if an entity is the only general partner in a 
limited partnership and no other partner or organized 
group o f partners has the current ability to dissolve the 
limited partnership or otherwise remove the general part­
ner. Control also is presumed when an entity has the uni­
lateral ability to assume the rights and status o f a sole 
general partner.
If your clients rely heavily on the partnership form o f organiza­
tion (for example, real estate syndicators), you should become fa­
miliar with the new standard as soon as it becomes available. 
Begin working with your clients as soon as possible to identify 
implementation issues and assess the effect the new standard will 
have on their financial statements.
Accounting for Real Estate Investments
The Accounting Standards Executive Committee (AcSEC) o f the 
AICPA is preparing an exposure draft o f an Statement of Position 
(SOP) titled Accounting for Investors' Interests in Unconsolidated 
Real Estate Investments. This SOP will supersede SOP 78-9, Ac­
counting for Investments in Real Estate Ventures, and change in­
vestors’ accounting for real estate investments. AcSEC expects to 
issue the exposure draft before the end of 2000.
The proposed SOP will significantly change the way in which en­
tities account for their investments in partnerships. Most impor­
tantly, the proposed SOP will require the hypothetical 
liquidation at book value (HLBV) method for applying equity 
method accounting.
45
During the exposure period, you should become familiar with the 
provisions o f the proposed Statement and how it might affect 
your clients. Begin communicating with your clients well in ad­
vance o f the new standard's implementation date to plan for the 
transition.
Major changes to existing practice are expected to include the 
following.
•  With certain exceptions, an investor holding an equity in­
vestment in an investee would follow the equity method of 
accounting for that investee when the investor has the abil­
ity to exercise significant influence over the investee. For 
investees such as general partnerships, limited partner­
ships, limited liability companies (LLCs), and limited lia­
bility partnerships (LLPs) that are organized in a 
“specific-ownership-account-like” structure and over 
which the investor does not have the ability to exercise sig­
nificant influence, the investor’s accounting depends on 
whether its ownership interest meets the definition in 
FASB Statement No. 115, Accounting for Certain Invest­
ments in Debt and Equity Securities, o f an equity security 
having a readily determinable fair value. If the ownership 
interest meets this definition, the investor applies FASB 
Statement No. 115. If it does not, the investor applies the 
equity method.
• The HLBV method is followed when implementing the 
equity method. H LBV  is a balance sheet-oriented ap­
proach to equity method accounting. Under HLBV, an in­
vestor determines its “share” o f the earnings or losses o f an 
investee by determining the difference between its “claim 
on the investee's book value” at the end and beginning of 
the period. This claim is calculated as the amount that the 
investor would receive (or be obligated to pay) if the in­
vestee were to liquidate all of its assets at recorded amounts 
determined in accordance with GAAP and distribute the 
resulting cash to creditors and investors in accordance with 
their respective priorities.
46
•  HLBV should be applied to all forms of financial interest 
that an investor has with respect to an investee, including 
common stock, preferred stock, debt securities, receivables, 
loans, and advances.
• In applying HLBV, an investor should report a negative in­
vestment only to the extent it has guaranteed obligations of 
the investee or is otherwise committed to provide further 
financial support for the investee. When the amount an in­
vestor would receive or pay upon the hypothetical liquida­
tion of an investee at book value depends on the ability o f 
another investor to fund its negative investment, an in­
vestor's claim on the book value o f an investee should in­
clude only those amounts for which it is probable that the 
other investor will be able to fund.
• An investor has a “basis difference” when there is a differ­
ence between the amount o f its investment in an investee 
and its claim on the book value o f the investee. Generally, 
a basis difference would be attributed to assets or liabilities 
of the investee and accounted for as if the investee were a 
consolidated subsidiary.
Real Estate Time-Sharing Transactions
This proposed SOP will address several key issues affecting the 
sellers o f time-sharing arrangements. These issues include: rev­
enue recognition, determining the allowance for uncollectible re­
ceivables, and the deferring selling costs. To date, AcSEC has 
tentatively concluded that the underlying structural basis for the 
profit recognition model will be the retail land sales method de­
scribed in FASB Statement No. 66, with inclusion o f certain 
fundamental principles from that Statement's other-than-retail- 
land-sales model.
To date, AcSEC has reached tentative conclusions on only the 
most basic o f time-sharing transactions— the fixed week in a 
fixed unit arrangement. AcSEC is considering expanding the 
scope o f the project to include more complicated structures, in­
cluding those involving special-purpose entities.
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Tentative conclusions to date include the following.
•  Buyers commitment test. The test for buyer’s commitment is 
a 10 percent-of-principal test, similar to that o f the retail 
land sales model, which could be passed by receipt by the 
seller of cumulative down payments of at least 10 percent 
o f the sales price.
•  Collectibility-of receivables test. Collectibility is demonstrated 
by either passing a test similar to the retail land sales models 
“90 percent test” or by the seller's collection of cumulative 
principal payments of at least 25 percent of the sales price.
• Estimability-of-defaults test. The estimability-of-defaults 
test is a non-bright-line test, subject to certain criteria, 
whereby a time-sharing entity would have to have suffi­
cient collection experience to demonstrate it can reliably 
estimate defaults. This test is analogous to the ability to es­
timate future returns discussed in FASB Statement No. 48, 
Revenue Recognition When Right o f Return Exists.
•  Passage-of title requirement. Passage o f nonreversionary title 
is a criterion for treating a time-sharing transaction as a 
sale rather than a lease. For tight-to-use and similar trans­
actions not involving passage by seller o f nonreversionary 
title, the proposed SOP will direct the reader to FASB 
Statement Nos. 13 and 98, Accounting for Leases.
•  Rentals o f unsold interests. Rentals are considered to be 
holding-period activities and accounted for as incidental 
operations under FASB Statement No. 67, Accounting for 
Costs and Initial Rental Operations o f Real Estate Projects. 
Time-sharing interests should be accounted for as inven­
tory rather than fixed assets and should therefore not be 
depreciated during times o f rental.
• Expensing versus deferral o f costs. This issue is addressed by 
using the “directly associated” approach described in para­
graph 18 of FASB Statement No. 67, modified to include 
some restrictions similar to those in FASB Statement No. 91,
48
Accounting for Nonrefundable Fees and Costs Associated with 
Originating or Acquiring Loans and Initial Direct Costs o f Leases.
Proposed SOP Related to Property, Plant, and Equipment
This proposed SOP, Certain Costs and Activities Related to Property, 
Plant, and Equipment, will address accounting and disclosure is­
sues related to determining which costs related to real estate assets 
should be capitalized as improvements and which should be ex­
pensed as repairs and maintenance. The SOP also will address 
capitalization o f indirect and overhead costs. The proposed SOP is 
expected to provide guidance on “componentization” o f real estate 
assets, in which the asset is separated into separate components 
that each may have different estimated useful lives. Each compo­
nent would be accounted for and depreciated or amortized as a 
separate asset. It is anticipated that the proposed standard would 
have wide applicability beyond the real estate industry.
In general, the SOP uses a “project stage” framework, in which 
accounting guidance is provided for each stage in the property, 
plant, and equipment (PP&E) project. The stages would include 
preliminary (occurring before acquisition o f specific PP&E being 
probable), preacquisition (occurring after acquisition o f specific 
PP&E being probable but before acquisition or construction), ac­
quisition or construction, and in service (beginning at the time ac­
quisition or construction o f PP&E is substantially complete and 
the PP&E is ready for its intended use).
This project is moving rather quickly. A first draft has been pre­
pared, and AcSEC hopes to issue an exposure draft by the end of 
2000. That exposure draft is expected to contain the following 
conclusions.
• Except for the cost o f options, preliminary stage costs 
would be charged to expense as incurred.
•  Costs related to PP&E incurred during the acquisition-or- 
construction stage would be capitalized if the costs are di­
rectly identifiable with the specific PP&E. Directly 
identifiable costs include only—
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-  Incremental direct costs o f acquiring, constructing, or 
installing the PP&E incurred in transactions with inde­
pendent third parties for the specific PP&E.
— Certain costs directly related to specified preacquisition 
activities performed by the entity for the acquisition, 
construction, or installation of the specific P P & E .
• General and administrative costs and overhead costs would 
be charged to expense as incurred. Similar conclusions 
would apply to preacquisition stage costs.
• Costs related to PP&E that are incurred during the in-service 
stage, including costs of normal, recurring, or periodic repairs 
and maintenance activities, would be charged to expense as 
incurred unless the costs are incurred for (1) the acquisition 
o f additional PP&E or components o f PP&E or (2) the 
replacement of existing PP&E or components o f PP&E. 
Removal costs would be charged to expense as incurred.
•  The costs o f planned major maintenance activities are not 
a separate PP&E asset or component. Those costs would 
be capitalized to the extent they are capitalizable under the 
in-service stage guidance stage o f the SOP and represent 
additions or replacements, and they would otherwise be 
charged to expense as incurred.
• A component is a tangible part of portion o f PP&E that 
(1) can be separately identified as an asset and depreciated 
over its own expected useful life and (2) is expected to pro­
vide economic benefit for more than one year. If a compo­
nent has an expected useful life that differs from the 
expected useful life of the PP&E asset to which it relates, 
the cost would be accounted for separately and depreciated 
or amortized over its expected useful life.
•  If an entity replaces a part or portion of a PP&E asset that 
has not been previously accounted for as a separate compo­
nent, and the replacement meets the definition of a compo­
nent, then the entity would capitalize the replacement, 
account for it as a separate component going forward, estimate
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the net book value of the replaced item, and charge the net 
book value of the replaced item to expense in the period of 
replacement.
•  The SOP would be effective for financial statements for 
fiscal years beginning after December 15, 2001, with ear­
lier application encouraged. For PP&E owned or leased by 
an entity before the adoption date, the component ac­
counting guidance in the SOP would be applied using one 
o f the following two alternatives:
a. Apply component accounting for all PP& E assets 
retroactively, to the extent practicable, on the adoption 
date, and, for those assets for which component ac­
counting is not used retroactively, alternative (b)[that 
follows] would be applied.
b. Do not apply component accounting retroactively, and 
in future periods when an entity incurs capitalizable 
costs for PP&E that replace PP&E for which component 
accounting has not been used, the entity estimates the re­
maining net book value of the asset replaced and charge 
that amount to expense. Entities that previously ac­
counted for planned major maintenance activities under 
methods other than the one prescribed in this SOP 
would record a cumulative effect adjustment on the date 
of adoption. All other costs that were charged to expense 
before adoption that would be capitalized after adop­
tion, or vice versa, would not be accordingly reclassified.
ASB Issues Exposure Draft
In October 2000, the ASB issued a proposed SAS amending SAS 
No. 55, Consideration o f Internal Control in a Financial Statement 
Audit (AICPA, Professional Standards, vol. 1, AU sec. 319), as 
amended by SAS No. 78, Consideration o f Internal Control in a 
Financial Statement Audit: An Amendment to Statement on Audit­
ing Standards No. 55  (AICPA, Professional Standards, vol. 1, AU 
sec. 319). The proposed SAS provides guidance to auditors about 
the effect o f information technology on internal control and on 
the auditor's understanding o f internal control and assessment of
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control risk. The ASB believes the guidance is needed because en­
tities o f all sizes increasingly are using IT in ways that affect their 
internal control and the auditor’s consideration of internal con­
trol in a financial statement audit. Consequently, in some cir­
cumstances, auditors may need to perform tests o f controls to 
perform effective audits.
Executive Summary— On the Horizon
• The FASB’s proposed new standard on consolidations will have a 
significant effect on real estate entities like syndicators that use the 
limited partnership ownership structure.
• The FASB issued an exposure draft that addresses several issues relat­
ing to the application of FASB Statement No. 121 and the impair­
ment of long-lived assets. AcSEC is undertaking projects that will 
address key issues affecting time-sharing sellers and the issue of when 
to capitalize versus expense real estate costs.
• AcSEC will soon issue an exposure draft for a SOP that would sig­
nificantly change the current guidance on accounting for real estate 
investments.
• Late in 2000, the ASB issued an exposure draft of a proposed SAS 
that would amend SAS No. 55. The proposed SAS would provide 
guidance to auditors about the effect of IT on internal control and 
on the auditor’s understanding of internal control and assessment of 
control risk.
Beyond the Audit
What relevant assurance services can I offer my clients that extend 
beyond the audit?
Practitioners now have an opportunity to broaden their traditional 
service offerings by considering an emerging practice area called as­
surance services. The AICPA, in conjunction with the Canadian In­
stitute of Chartered Accountants (CICA), has developed 
WebTrustSM and SysTrustSM assurance services. Assurance service 
engagements allow practitioners to build on their reputation for in­
dependence, objectivity, and integrity to provide assurance that an 
entity is complying with an established set o f principles and criteria.
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WebTrust Assurance Service
The topic of privacy and security on the Internet is often in the 
news these days. The benefits o f worldwide commerce at the click 
o f a mouse are sometimes offset by the lack of security and pri­
vacy that users might experience when using this worldwide mar­
ketplace. We read again and again about everything from Internet 
businesses selling or sharing private customer information to con­
sumer fraud. Internet users and the businesses that service them 
have a right to be very concerned about the integrity of the busi­
nesses with which they’re dealing on the Internet.
Concerns about such Internet issues as security and privacy, 
among others, are growing, especially as the amount o f e-business 
conducted continues to develop at such a rapid pace. There is a 
service that you can offer your clients who conduct or participate 
in e-commerce on the Web that can help allay their fears and 
those o f their customers regarding some o f their concerns.
Practitioners o f WebTrust engagements provide assurance that a 
business entity conducting e-commerce is in compliance with 
stated principles and criteria the entity selects. Clients and their 
CPA make a selection o f the principles that are most relevant to 
their businesses. Entities may choose from among the following 
principles: business practices, security, privacy, confidentiality, 
nonrepudiation, or availability. The CPA, who must follow cer­
tain engagement requirements in addition to professional stan­
dards, then conducts the WebTrust engagement and issues a 
report and certification that the site is in compliance with the se­
lected stated principles and criteria.
In addition to WebTrust certification for consumers conducting e- 
business, the AICPA/CICA most recently developed the WebTrust 
On-Line Privacy Program. The most recent program was devel­
oped to allay consumer fears and provide companies with a way to 
differentiate themselves and lower risk. The privacy program—
• Is based on the first and most comprehensive standards for 
conducting online commerce, including protecting per­
sonally identifiable information.
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•  Encompasses all key facets o f online privacy.
• Complies with significant U.S. and international privacy 
guidelines, regulations and recommendations.
Other WebTrust programs also include WebTrust principles and 
criteria for Internet service providers in electronic commerce and 
WebTrust principles and criteria for certification authorities (who 
verify the link between the party conducting an e-business trans­
action and that party’s identification means). The AICPA/CICA 
also anticipates releasing principles and criteria that relate to busi­
ness-to-business transactions in the near future.
Help Desk—For more detailed information on Web Trust and 
how to obtain information on its certification programs, go to 
the AICPA WebTrust Web site at http://www.cpawebtrust.org
SysTrust
The SysTrustSM assurance engagement provides you with the op­
portunity to offer your clients a valuable service that goes well be­
yond the work conducted in the traditional audit. I f  a client 
requires an evaluation of the effectiveness of controls enabling its 
information systems to function reliably, a SysTrust engagement 
can provide the answer. In a SysTrust engagement, the CPA evalu­
ates a system against relevant and reliable SysTrust principles and 
criteria and determines whether controls over the system exist.
The principles and criteria include (1) four broad principles iden­
tifying parameters and attributes o f a reliable system and (2) cri­
teria underlying the principles that establish the specific control 
objectives a system must meet to be considered reliable. The prin­
ciples address the concerns of availability, security, integrity, and 
maintainability. Then, the CPA tests the system to determine 
whether the controls were operating effectively during a specified 
period and issues a report attesting to the effectiveness of controls 
over the availability, security, integrity, and maintainability. If a 
client is concerned only about the effectiveness o f the controls 
over one principle, such as availability, the CPA can issue a report 
on one principle or a combination of principles.
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Help Desk—For more information on the assurance services, 
visit the Web site for WebTrust at http://www.cpawebtrust.org 
and the Web site for SysTrust at http://www.aicpa.org/assur- 
ance/systrust/index.htm.
New Auditing and Accounting Pronouncements
What new auditing pronouncement addresses the issues of materiality? 
What new auditing and accounting pronouncements were issued this 
year?
Auditing
In last year’s Alert, we indicated that issues related to financial 
statement materiality were receiving increased scrutiny from stan­
dard-setting bodies. In particular, the SEC expressed concern that 
some entities were misapplying the concept o f materiality in the 
application o f accounting principles to manage their earnings. 
For example, an entity might record accounting entries that con­
tained intentional errors o f amounts that fall below specified ma­
teriality ceilings and then justify the practice by arguing that the 
effect on earnings was too small to matter.
SAS No. 89, Audit Adjustments (AICPA, Professional Standards, 
vol. 1, AU secs. 310, 333, and 380), was issued in response to is­
sues relating to the misuse of materiality. The SAS encourages 
client management to record adjustments aggregated by the audi­
tor and requires you to—
• Add an item to your engagement letter that indicates that 
management is responsible for (1) adjusting the financial 
statements to correct material misstatements and (2) af­
firming to the auditor in its representation letter that the 
effects o f any uncorrected misstatements are immaterial.
• Obtain written representation from management that it 
believes the uncorrected misstatements are immaterial.
•  Inform the audit committee about uncorrected misstate­
ments.
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The following table summarizes the new auditing standards is­
sued during the past year. You should consult the general Audit 
Risk Alert—2000/01  for a more detailed discussion o f all new 
standards not discussed in this Alert.
Statements on Auditing Standards
SAS No. 93 Omnibus Statement on Auditing Standards—2000
SAS No. 92 SAS No. 92, Auditing Derivative Instruments, Hedging Activities, 
and Investments in Securities (AICPA, Professional Standards,
vol. 1, AU sec. 391)
SAS No. 91 SAS No. 91, Federal GAAP Hierarchy (AICPA, Professional 
Standards, vol. 1, sec. 411)
SAS No. 90 SAS No. 90, Audit Committee Communications (AICPA, 
Professional Standards, vol. 1, AU secs. 380 and 722)
SAS No. 89 SAS No. 89, Audit Adjustments (AICPA, Professional Standards, 
vol. 1, AU secs. 310, 333, and 380)
SAS No. 88 SAS No. 88, Service Organizations and Reporting on Consistency 
(AICPA, Professional Standards, vol. 1, AU secs. 324 and 420)
Statements on Standards for Attestation Engagements
SSAE No. 10 Attestation Standards: Revision and Recodification (available 
December 2000)
Accounting
We have discussed authoritative new pronouncements that deal 
specifically with real estate industry matters elsewhere in this 
Alert. The following table summarizes the FASB Statements and 
Interpretations, and AcSEC Statements o f Position issued during 
the past year.
FASB Pronouncements
Statement No. 140 Accounting for Transfers and Servicing o f Financial Assets
and Extinguishments o f Liabilities
Statement No. 139 Rescission o f FASB Statement No. 53 and Amendments to
FASB Statements No. 63, 89, and 121
Statement No. 138 Accounting for Certain Derivative Instruments and Certain
Hedging Activities
Interpretation No. 44 Accounting for Certain Transactions Involving Stock
Compensation
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AcSEC Statements o f Position
SOP 00-1 Auditing Health Care Third-Party Revenue and Related Receivables
SOP 00-2 Accounting by Producers or Distributors o f Films
Auditors should consult the General Risk Alert for a more de­
tailed discussion o f all new standards not discussed in this Alert. 
The General Risk Alert also describes recently issued Indepen­
dence Standards, Attestation Standards, Auditing Interpretations, 
and EITF Consensus Positions.
Resource Central
On the Bookshelf
What other AICPA publications and courses for continuing education 
may be of value to my practice?
We include here some o f the numerous AICPA publications that 
might be of interest to you.
AICPA Audit and Accounting Guides6
Audit and Accounting Guides summarize the practices applicable 
to specific industries and describe relevant matters, conditions, 
and procedures unique to these industries. The accounting guid­
ance included in AICPA Audit and Accounting Guides is in the 
GAAP hierarchy as authoritative GAAP. Real estate practitioners 
and other participants might find the following selection o f 
guides (product numbers are shown in parentheses) useful:
•  Common Interest Realty Associations 2000 (012489kk)
• Construction Contractors 2000 (012097kk)
You also might consider the following general Audit Guides:
• Consideration o f Internal Control in a Financial Statement 
Audit 1997 (012451kk)
• Use o f Real Estate Appraisal Information 1997 (013159kk)
6. Updated for authoritative pronouncements through May 2000.
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•  NEW  GUIDE! Auditing Derivative Instruments, Hedging 
Activities, and Investments in Securities— Practical Guidance 
for Applying SAS No. 92  (012520 kk)
AICPA Industry Audit Risk Alerts
The annual industry Audit Risk Alert series provides information 
about current economic, regulatory, and professional develop­
ments in specified industries and practice areas. They assist CPAs 
in planning and performing audit engagements. The following 
selection of 2000 Audit Risk Alerts might be of interest to you 
and are available from the AICPA (product numbers are shown 
in parentheses):
•  Compilation and Review (022270kk)
• Construction Contractors (022256kk)
•  Common Interest Realty Associations (022255kk)
Two of this year’s new additions to the Alert series are:
•  The ABCs o f Independence (022271kk). A must-read basic 
primer on the fundamentals o f independence. Whether 
you’re unfamiliar with the standards or need a user-friendly 
refresher course, this Alert is for you.
• SE C  Alert (022272kk). Developed in conjunction with 
SEC staff, this Alert provides valuable insights into staff 
perspectives on numerous accounting and auditing issues. 
The Alert also includes updates on recent SEC activities.
• E-Business Industry Developments— (022273kk). The e- 
world awaits. Are you ready? Find out what’s happening in 
the realm o f e-business and how it will affect your audits in 
this new Alert.
Other Accounting and Auditing Team Publications
Audit and Accounting M anual (007258kk). The manual is a valu­
able, nonauthoritative practice tool designed to provide assistance 
for audit, review, and compilation engagements. It contains numer­
ous practice aids, samples, and illustrations, including audit pro­
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grams; sample opinions; checklists; and sample engagement, man­
agement representation, and confirmation letters. Also included is a 
special section for state and local governmental engagements.
AICPA Practice A id series. The AICPA Practice Aid series ad­
dresses a broad range of topics that affect today’s CPA. From en­
hancing the efficiency of your practice to developing the new skill 
sets required for a successful transition to meet the challenges of 
the new millennium, this series provides practical guidance and 
information to assist in making sense out o f a changing and com­
plex business environment.
Assurance Services Alerts. The Assurance Services Alert series pro­
vides practitioners with information about the emerging practice 
areas o f CPA ElderCare services, CPA WebTrust, and CPA Sys­
Trust. These Alerts provide both an introduction to those who are 
unfamiliar with assurance services and an update of important 
new developments for those who have expanded their practice to 
include these assurance services. The 2000 Assurance Services 
Alerts are available from the AICPA for the following services:
• Web TrustSM—2000 (022249kk)
• CPA ElderCare Services— 2000 (022248kk)
• CPA SysTrustSM—2000 (022253kk)
Real Estate Industry Continuing Professional Education (CPE) 
Courses and Conference
• Self-study— Real Estate Accounting and Auditing, by 
Michael Ramos (Product No. 730598kk)
• Self-study videocourse— Real Estate Accounting and Audit­
ing, moderated by Michael Ramos, and featuring panelists, 
John Lacey, Robert Lehman, and Jan Kasun (Product No. 
187035kk)
• Group study—Real Estate Accounting and Auditing (REAA)
• Conferences— Real Estate Industry Conference, held an­
nually each November
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Help Desk—For additional information about other AICPA 
publications, see the general Audit Risk Alert 2000/01 or con­
tact the AICPA as noted in the following section.
AICPA— At Your Service
How can I order AICPA products? What other AICPA services may be of 
interest to me?
Order Department (Member Satisfaction)
To order AICPA products, call (888) 777-7077; write AICPA 
Order Department, CLA10, P.O. Box 2209, Jersey City, N J 
07303-2209; fax 800-362-5066. For best results, call Monday 
through Friday between 8:30 A.M. and 7:30 P.M. EST. You can 
obtain product information and place online orders at the 
AICPA’s Web site, www.aicpa.org.
Accounting and Auditing Technical Hotline
The AICPA Technical Hotline answers members’ inquiries about 
accounting, auditing, attestation, compilation, and review ser­
vices. Call (888) 777-7077.
Ethics Hotline
Members o f the AICPA’s Professional Ethics Team answer in­
quiries concerning independence and other behavioral issues re­
lated to the application o f the AICPA Code o f Professional 
Conduct. Call (888) 777-7077.
Web Site
The AICPA has a home page on the Web. AICPA Online 
(www.aicpa.org) offers CPAs the unique opportunity to stay 
abreast o f developments in accounting and auditing, including 
exposure drafts. The Web site includes In Our Opinion, the 
newsletter o f the AICPA Audit and Attest Standards Team. The 
newsletter provides valuable and timely information on techni­
cal activities and developments in auditing and attestation stan­
dard setting.
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New! Online CPE Offer!
The AICPA has launched a new online learning library, AICPA 
InfoBytes. An annual fee ($95 for members and $295 for non­
members) offers unlimited access to over 1,000 hours o f online 
CPE in one- and two-hour segments. Register today as our guest 
at infobytes.aicpaservices.org.
CD-ROM s Available
The AICPA is currently offering a new CD-ROM  product, titled 
reSource: AICPA's Accounting and Auditing Literature. This CD- 
ROM enables subscription access to the following AICPA Profes­
sional Literature products in a Windows format: Professional 
Standards, Technical Practice Aids, and Audit and Accounting 
Guides (available for purchase as a set which includes all Guides 
and the related Audit Risk Alerts, or as individual publications). 
This dynamic product allows you to purchase the specific titles 
you need, and includes hypertext links to references within and 
between all products. To order any publications included on the 
CD-ROM , call (888) 777-7077.
Practitioners Publishing Company (PPC) and the AICPA are 
currently offering publications issued by PPC, the AICPA, and 
the FASB on one CD-ROM  disk, titled The Practitioners L i­
brary—Accounting and Auditing. The FASB publications include 
Original Pronouncements, Current Text, Emerging Issues Task Force 
Abstracts, and FASB Lmplementation Guides; and the AICPA pub­
lications include Professional Standards, Technical Practice Aids, 
Audit and Accounting Guides, and Peer Review Program Manual. 
The disk also contains eighteen PPC engagement manuals. The 
disk may be customized so purchasers pay for and receive only se­
lected segments o f the material. For more information about this 
product call (800) 323-8724.
This Audit Risk Alert replaces Audit Risk Alert— 1999/2000.
The Audit Risk Alert Real Estate Industry Developments is pub­
lished annually. As you encounter audit or industry issues that 
you believe warrant discussion in next year's Audit Risk Alert, 
please feel free to share them with us. Any other comments that
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you have about the Alert would also be greatly appreciated. You 
may send these comments to:
Leslye Givarz 
AICPA
Harborside Financial Center 
201 Plaza Three 
Jersey City, N J 07311-3881 
LGivarz@aicpa.org
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APPENDIX
The Internet— An Auditor’s Research Tool
The Internet contains a vast amount of information that may be 
valuable to auditors o f real estate entities, including—
• Market forecasts and analyses by city and property type.
• Discussions of current industry trends.
• Benchmarking studies and comparative financial and non- 
financial data, for example, capitalization rates, occupancy 
statistics, and planned future development.
• Articles and press releases relating to current industry items 
of interest.
•  Links to other real estate Internet sites.
The Audit Risk Alert—2000/01 contains a list o f general auditing 
and accounting sites. Auditors with clients in the real estate in­
dustry also may want to consider the following:
Organization Internet Address
Building Owners and Managers Association www.boma.org
Commercial Investment Real Estate Network www.ccim.com
Institute of Real Estate Management www.irem.org
National Association of Real Estate Investment Trusts www.nareit.org
National Council of Real Estate Investment Fiduciaries www.ncreif.org
Real Estate Investment Advisory Council www.reiac.org
American Resort Development Association www.arda.org
Society of Industrial and Office Realtors www.sior.com
The real estate practices of some of the larger CPA firms may also 
contain industry-specific auditing and accounting information 
that is helpful to practitioners.
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